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SPENDING-DOWN  NONESSENTIAL  RESERVES  - AN  UPDATE 


Highlights 

• While  the  Bureau  agrees  with  the  Financial  Transition  Report's 
recoaroendation  that  nonessential  reserves  should  be  spent  down  this  year, 
recent  events  have  confirmed  that  most  reserves  identified  for  liquidation 
are  legitimate  and  should  be  maintained. 

• The  overlay  deficit  reserve  of  $20.6  million  which  the  Transition  Report 
recommends  should  be  used  to  reduce  this  year's  projected  shortfall,  has 
become  an  essential  reserve  for  anticipated  utility  abatements  in  light  of 
two  recent  court  decisions. 

• Boston  faces  a serious  utility  abatement  liability  which  could  reach  $58 
million  for  personal  property  alone  for  fiscal  years  1983  and  1984. 

• The  Mayor  should  inmediately  establish  a strong  program  to  restrict 
departmental  spending.  The  City  should  reduce  its  workforce  by  850 
positions  and  cancel  all  nonessential  contracts. 


On  January  17,  1984,  Mayor  Flynn's  Financial  Analysis  Research  Group  released  a 
658-page  report  which  offers  an  assessment  of  the  City's  financial  posture  as  of  January, 
1984,  and  recorranends  fiscal  policy  changes.  The  Transition  Report  brought  to  the 
public's  attention  the  issue  of  the  City's  use  of  reserve  accounts.  The  Report  reccmmends 
that  the  cornerstone  of  the  new  administration's  financial  management  plan  should  be  to 
reveal  and  spend-down  all  nonessential  reserve  accounts  this  fiscal  year  in  order  to 
establish  fiscal  credibility  and  help  reduce  the  current  year's  shortfall.  The  purpose  of 
this  Special  Report  is  to  refine  the  issue  further. 

The  Mystery  of  $84  Million 

The  Transition  Report  identifies,  in  various  reserve  accounts,  $84  million  which  it 
classifies  as  "mystery  money",  giving  the  perception  of  secret  funds  and  inappropriate 
financial  planning.  The  Report  recommends  that  the  City  use  $36.3  million  of  these 
reserves  to  reduce  this  year's  projected  shortfall.  Actually,  these  funds  are  kept  in 
public  accounts  and  are  documented  in  the  City's  accounting  reports.  Recent  events  have 
shown  that  at  least  $24.7  million  of  the  total  suggested  to  be  spent-down  are  reserves 
established  for  specific  municipal  liabilities  and  should  be  maintained.  If  the  balance 
of  $11.6  million  is  determined  nonessential  at  the  end  of  the  year,  it  could  be  used  to 
reduce  the  operations  deficit. 

Of  the  $84  million,  over  half  or  $43.7  million,  is  found  in  the  overlay  accounts  for 
fiscal  years  1984  ($20.8  million),  1983  ($15.9  million)  and  1982  ($7.0  million).  The 
overlay  is  a reserve  required  by  law  to  provide  for  abatements  for  a specific  levy  year. 
Historically,  Boston's  original  annual  overlays  have  been  insufficient  and  have  been 
totally  liquidated  before  all  abatements  for  a levy  year  are  paid.  For  example,  the 
overlay  for  fiscal  year  1981  was  $24.7  million.  As  of  October,  1984,  actual  abatements 
paid  have  exceeded  the  overlay  by  $1.1  million.  The  balances  in  specific  year  overlays 
should  not  be  used  for  any  other  purpose  this  year.  The  Transition  Report  does  not 
recommend  spending-down  these  reserves. 


Overlay  Deficit  Reserve 


A second  reserve  is  the  overlay  deficit  reserve  which  totals  $20.6  million.  The 
Transition  Report  recommends  that  these  funds  be  liquidated  to  help  reduce  this  year’s 
shortfall  problem.  Recent  events,  however,  now  make  it  necessary  to  reconsider  this 
recommendation . 

Normally  if  the  overlay  for  a prior  levy  year  becomes  depleted,  subsequent  abatements 
granted  for  that  year  produce  an  overlay  deficit  which  by  law  must  be  raised  in  the 
following  year’s  tax  rate.  In  fiscal  years  1981  and  1982,  because  of  the  estimated 
’’Tregor”  abatement  liability  and  since  the  Funding  Loan  Act  had  not  yet  been  approved, 
the  City,  with  the  approval  of  the  State  Department  of  Revenue,  raised  $10  million  in 
fiscal  year  1981  and  $40  million  in  fiscal  year  1982  for  Tregor  disproportionate 
abatements.  Those  reserves  were  also  well-documented  and  not  hidden.  The  Funding  Loan 
Act  was  approved  in  June,  1982,  and  only  $15.4  million  of  the  total  $50  million  reserve 
was  liquidated. 

In  an  effort  to  balance  the  FY  1984  tax  rate.  Mayor  White  sought  approval  from  the 
State  Department  of  Revenue  to  utilize  $19.6  million  of  the  remaining  overlay  deficit 
reserve  for  operations.  The  Department  of  Revenue  approved  the  City’s  request,  leaving  a 
balance  in  the  overlay  deficit  account  of  $15  million.  The  Department  of  Revenue  insisted 
that  the  City  maintain  a reasonable  reserve  for  a potential  utility  abatement  liability. 
An  additional  overlay  reserve  of  $5.6  million  was  raised  in  the  City’s  FY  1984  tax  rate, 
increasing  the  total  overlay  deficit  reserve  to  $20.6  million. 

It  appears,  however,  that  the  $20.6  million  reserve  may  be  insufficient  for  expected 
utility  abatements.  Two  seperate  decisions  within  twelve  days  of  each  other  regarding 
the  method  of  valuing  the  personal  property  of  electric  utilities  could  require  Boston  to 
pay  Boston  Edison  and  to  a lesser  extent  Boston  Gas  as  much  as  $58  million  in  abatements 
for  fiscal  years  1983  and  1984.  In  the  Montaup  Electric  Company  v.  Whitman  case  decided 
by  the  Supreme  Judicial  Court  on  January  23,  1984,  and  the  Boston  Edison  v.  Watertown 
case  decided  by  the  Appelate  Tax  Board  on  February  3,  1984,  the  towns  were  challenged  to 
show  why  they  should  not  use  the  ”net  book”  or  "rate  base"  value  in  determining  the  value 
of  a utility’s  personal  property.  Net  book  value  recognizes  that  a public  utility  is 
regulated  and  its  earning  power  is  limited.  This  method  produces  a value  substantially 
less  than  the  depreciated  reproduction  cost  approach,  a variation  of  which  is  used  by  the 
City  of  Boston.  In  addition,  Boston  Edison  is  eligible  for  abatements  due  to  the  City’s 
disproportionate  real  property  assessment  of  the  South  Boston  power  station  for  fiscal 
years  1977  through  1982.  Interest  costs  will  add  to  the  total,  real  and  personal, 
abatement  liability. 

Reserves  for  Encumbrances 

An  encumbrance  is  an  accounting  device  which  sets  aside  monies  for  the  payment  of 
anticipated  bills  or  obligations,  that  are  not  yet  due  for  actual  payment.  Reserves  for 
encumbrances  are  funds  set  aside  at  the  end  of  a fiscal  year  to  cover  those  encumbrances, 
credited  to  the  closing  fiscal  year  but  not  expected  to  be  paid  until  sometime  in  the 
next  fiscal  year.  Examples  of  items  which  are  charged,  although  not  yet  disbursed,  are 
estimated  costs  of  court  judgements  and  claims,  outstanding  purchase  orders  and 
contractual  agreements.  In  the  last  few  years,  prior  year  encumbrances  have  been  in 
excess  of  actual  needs  resulting  in  non-specific  reserves  which  have  been  applied  at  the 
discretion  of  the  Mayor  for  other  purposes  at  the  close  of  the  year. 


Reserves  for  encumbrances  are  documented  and  published  in  monthly  Auditing  Department 
reports.  What  may  be  considered  a mystery  however,  is  how  the  City  determines  that  an 
encumbrance  is  no  longer  required  and  can  be  freed-up  for  other  purposes.  No  uniform 
policy  is  in  operation  in  this  matter.  In  fiscal  1983,  the  Mayor  applied  $19.9  million 
in  reserves  for  encumbrances  to  reduce  the  amount  of  the  operating  deficit  that  had  to  be 
raised  in  this  year's  tax  rate. 

The  aggregate  of  encumbrances  for  fiscal  years  1983  and  prior  was  $37.6  million  as  of 
June  30,  1983.  The  Transition  Report  reccaranends  using  $17.3  million  of  those  reserves  to 
reduce  this  year's  shortfall.  Of  the  $17.3  million,  $4.7  million  represents  an 
unencumbered  appropriation  balance  vdiich  should  be  able  to  be  used  for  other  purposes 
this  year. 

The  Bureau  questions  whether  an  additional  $12.6  million  can  be  liquidated  from  prior 
year  encumbrances  for  this  year.  The  amount  of  non-specific  reserves  available  after 
I applying  the  $19.9  million  last  year  will  be  small.  The  exact  amount  will  not  be  known 
until  the  end  of  the  year.  Included  in  the  $12.6  million  is  $4.1  million  encumbered  in 
I anticipation  of  litigation  to  determine  if  the  City  owes  Boston  Edison  interest  on 
I electric  bills  from  prior  fiscal  years.  The  Transition  Report  recommends  that  this 
reserve  be  liquidated.  However,  two  days  after  the  Report  was  issued  the  Supreme 
Judicial  Court  ruled  that  the  City  of  Boston  is  indeed  required  to  pay  Boston  Edison 
interest  on  prior  years'  bills.  Therefore,  the  reserve  should  be  retained  until  the  exact 
interest  costs  are  determined. 

I A final  reserve  is  an  interfund  contingency  account-  of  $2.2  million  which  has  been 

established  for  potential  disallowed  costs  in  federal  grants  accounts.  The  City's  record 
of  weak  compliance  with  federal  grant  requirements  has  given  legitimacy  to  such  an 
account.  However,  strict  compliance  should  eliminate  the  need  for  this  account  and  allow 
' the  reserve  to  be  liquidated.  Not  included  in  the  $84  million  are  revenues  from  the  sale 
of  city-owned  garages.  The  Transition  Report  recommends  that  these  funds  be  used  only  for 
capital  purposes. 

Rgggnpgndgtiong 

1.  The  $20.6  million  overlay  deficit  reserve  established  for  expected  utility  abatements 
should  be  maintained  and  not  liquidated  to  offset  this  year's  projected  shortfall.  The 
liability  is  real  and  the  reserve  is  legitimate.  While  the  final  liability  may  be 
greater  than  the  reserve,  prudent  fiscal  policy  dictates  that  the  City  should  prepare  for 
this  contingency  and  increase  the  reserve  next  year. 

2.  Rather  than  rely  on  legitimate  reserves  to  address  this  year's  projected  shortfall, 
the  Mayor  should  concentrate  on  the  Transition  Report's  recommendation  that  he  "implement 
a strong  program  of  fiscal  discipline  to  restrict  agency  spending".  Expenditure  controls 
are  needed  now  not  only  because  of  this  year's  estimated  deficit  but  because  of  the  even 
larger  projected  fiscal  year  1985  shortfall.  The  Bureau  again  recommends  that  the  City 
reduce  its  workforce  by  850  positions.  The  City  should  not  anticipate  that  $17.3  million 
will  actually  be  liquidated  this  year  from  reserves  for  encumbrances.  The  Mayor  should 
order  a review  of  contracts  encumbered  but  not  yet  executed  and  cancel  those  deemed 
nonessential.  In  addition,  the  Transition  Report's  recommendations  to  improve  service 
efficency  should  be  implemented.  Incremental  management  decisions  made  over  the  past  few 
years  will,  in  aggregate,  result  in  substantial  savings  if  continued  over  a period  of 
time.  For  example,  the  hiring  of  aides  for  fire  chiefs  reverses  one  such  decision  and 


sends  the  wrong  message  to  the  Legislature.  Only  after  the  Mayor  makes  a credible  effort 
to  reduce  spending  and  improve  service  efficiency  should  consideration  be  given  to 
longer-range  options  such  as  the  transfer  of  functions  to  other  governmental  entities  and 
authorization  of  new  local  tax  options, 

3.  The  City  should  appropriate  a general  reserve  fund  that  will  provide  for  extraordinary 
and  unforeseen  expenditures,  allowing  some  flexibility  in  the  management  of  its  billion 
dollar  operation.  By  law  the  City  may  appropriate  a reserve  fund  not  to  exceed  3%  of  the 
prior  year’s  tax  levy  which  next  year  would  allow  a reserve  of  up  to  $10  million. 
Transfers  from  the  reserve  fund  require  a vote  of  the  City  Council.  The  Mayor's  FY  1985 
budget  should  contain  an  adequate  reserve  fund  and  the  City  Council  should  support  this 
policy.  Certain  accounts  such  as  execution  of  courts  should  also  be  budgeted  adequately 
to  avoid  the  need  to  cover  their  chronic  deficits  through  reserves. 

4.  The  Administration  must  now  develop  a strategy  to  address  the  City's  anticipated 
utility  abatement  liability.  Consideration  should  be  given  to  next  year's  method  of 
assessment,  its  impact  on  the  levy,  and  how  the  methodology  will  affect  the  State's 
recertification  of  values  in  fiscal  year  1986. 

5.  When  closing  the  City's  accounts  after  June  30th,  the  City  Auditor  should  establish 
reserves  only  for  specifically  known  liabilities.  The  annual  audited  financial  statements 
should  include  a statutory  balance  sheet  to  insure  an  open  process  in  the  establishing 
and  liquidating  of  reserves. 


Samuel  R.  Tyler 
Executive  Director 
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